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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of
FI SH MACH NERY CORPORATI ON )

Appear ances:

For Appellant: F. E Lindley and Frank M Downer, Jr.
Attorneys at Law

For Respondent: W, M, Wal sh, Assistant Franchise Tax Com
nissio?er; J. J. Arditto, Franchise Tax
Counse

OPI NLON
~ This appeal is made pursuant to Section 19 of the Corpo-
ration Income Tax Act of 1937 (Chapter 765, Statutes of 1937,
as anmended) from the action of the Franchise Tax Comm ssioner in
overruling the protest of the Fish thhlnerg Corporation to a
Proposed assessment of additional tax in the amount of*$2,155.89
or the taxable year ended December 31, 1939, and pursuant to
Section 25 of the Bank and Corporation Franchise Tax Act (Chapter
13, Statutes of 1929, as amended) from his action in overruling
the protest of the Corporation to the proposed assessment of a
m ni num franchise tax for the taxable years ended December 31
1940, and 1941, in the amount of $25.00 for each year.

~In 1923, two individuals obtained patent _rights on a

machi ne designed to renove bones from fish. The nmachine - as
patented, however, required further devel opment before its
commercial possibilities could be realized, and to finance this
work these individuals sold interests to others in the patent,

as well as in subsequent patents, patent ﬁgpllcatlons and pros-
pective patents relating to the machine. fferences arose in
1929 between the parties interested in the machine and patents,
hereinafter referred to as interest owners, and litigation re-
sulting therefrom was conprom sed by an agreenment providing for
the vesting of legal title to all patent rights in one nanme. It
I's not disputed that placing legal title in one name was notivate
purely by a desire to prevent the sale or Ilcen5|n?_of any of the
gaten rights other than by all the interested parties as a group
he Appellant was orq?nlzed,_accordlngly, to take the title to
the patents. Although a permt to issue stock was obtained

none was issued thereunder. No stockholders meetings were held,
except the first meeting of the incorporators. No directors were
el ected and no directors nmeetings were held after the first

organi zational meeting. The corporation neither paid out nor
received any money and did not perform any other functions prior
to 1939. | affairs were conducted and paid for by the interest
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owners.  Subsequently, the corporate franchise was forfeited for
failure to pay the franchise tax.

. I'n 1939, the Atlantic Coast Fisheries Conpany exercised an
option which had been obtained from the principal” interest owners
for the purpose of purchasing the patent rights. The considera-
tion was primarily stock in the purchasing corporation, plus
$10,000 in cash. " The purchaser required transfers fromall the
Interest owners and the stock received in consideration for the
sale was transferred directly to them On the purchaser's insis-
tence that the Appellant transfer what title it had to these
patents, the corporate franchise was revived, a new permt to
| ssue stock obtained and shares were issued and deposited in
escrow. The cash consideration was deposited to the account of
the corporation to cover expenses and any taxes prior to liqui-
dation. = The interest owners .were required by the Commissioner to
include the value of this stock and their share of the money in
kh§|r returns of income under the California Personal I|ncone Tax

ct.

‘The Conmi ssioner's proposed assessnent of $2,155.89for
1939 is based on the theory that the Appellant realized incone
in that year fromthe sale of the patent rights, it being his view
that the corporation should be considered an entity separate and
apart from the individuals who had owned the patent rights prior
to its formation in 1929. He contends that since the corporate
formhad been utilized by the interest owners,, the Appellant
realized inconme fromthe sale of the patent rights and, accord-
ingly, incurred tax liability. The Appellant contends that
since it performed no nornmal” corporate activities, received no
ﬁroflts and conducted no business and had been formed nerely to
old naked title to the patent rights, it should not be consid-
ered a separate entity for corporate incone tax purposes.

The general rule is that a corporation and its sharehol ders
are distinct entities unless such a concept otherw se presents
an obstacle to the due enforcement of public or private .rights.
Such is also the rule for taxation purposes. MIler v. McColgan,
17 Cal . 2d 432, New Colonial Ice Co, v. Helvering 292 U°S L35,
There is a tendéncy in rax paseﬂ.nnwev§r=ﬁ6’ﬁﬁ=iess strict in
separating the corporate entity from the individual's who have
formed the corporation on the theory that taxation is nore con-
cerned with substance than with form North Jersey Title Ins.

Co. v. Conm ssioner, 84 F. 2d 898, 901.7The test presently
followed 1Tn the Tederal courts is that if incorporation is” under-
taken for a purBose which "is the equival ent of business activity
or is followed by the carrying on of business by the corporation,
the corporation remains a separate taxable 'entity." Mline
Properties v. Conm ssioner, 319 U S. 436,439. In the Mbline
case, the United States Supreme Court refusSed to ignore the .
corporate entity of a one-man corporation where that corporation
had conducted business activities consisting of the assumng of
certain obligations of the stockholder, the defending and insti-
tuting of court actions, and the leasing and nortgaging of its
Eroperty._ The court cited wthout dlsaﬁproval, however, several
ederal” Circuit Court decisions in which the separate_corpprate
exi stence was disregarded for the tax benefit of the individuals
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who had formed the corporations. It is also noted that there
are exceptions to the strict rule that the use of the corporate
device ordinarily requires that tax liability attach to the
corporation.

~ The test of whether the corporation has engaged in business
activity has subsequently been applied by the federal courts.
Thus, in Poymer v. Commi ssioner, 150 Fed. 2d 334, it was held
that a corporation Tornmed to hold bare |egal titleto prppertK
formerly held in Partnershlp, for the purpose of protecting the
partner§' interest against the creditors of one partner, was not
sufficiently enga?ed in business activity to require it to be
taxed separately from the individual owners. Another corporation
formed by the sanme partners for the sane purpose was held a
separate taxable entity because |oans had been negotiated in

the corporate nane. It appears that the Appellant carried on
no nore business activity than the corporation held not to be a
taxable entity in the Poymer case, It was formed for a |ike

purpose of protecting The owners by holding bare legal title to

Broperty and engaged in no other activity. See also Herringer
ros. & Son v, United States, 53 F. Supp, 716, appeal dism ssed
142 F. 2d 465; O Nafional I nvestors v. _Hoey, 144 F. 2d 466,

W are not aware of any California decisions involving the
question presented here. The California Suprene Court has
al | owed the separate existence of a corporation to be disregarded
where it was forned with the purgose of evading the tax |aws.
H A S. Loan Service v. McColgan, 21 Cal, 24 518, But nost of
the cases deal only with general corporation law and are concer ned
with disregarding the separate entity to prevent fraud or abuse
of the corporate privilege. (Cark v._ Millsas .J97 Cal. 765
Shea v. Leonis 14 Cal. 24 668, Although I N many of such cases
It 1s stafed that fraud or bad faith nust be shown before the
corporate entity will be disregarded, other cases have required
only that the reco%nltlon of separate corporate existence produce
an Tnequitable result. \atson v. Commonwealth, & Cal. 24 61.
Stark v. Coker, 20 Cal. 2d 839. Af Teast one decision has
allowed the corporate formto be ignored for the benefit of the
substantial owners. In re St. Cair Estate Co., 66 Cal. App. 2d
964.

There apPears to be no reason, accordingly, why California
should not tollow the federal cases and disregard the corporate

entity in favor of a taxpayer where the corporation is a dumy

not engaged in any corporate business activity but nerely holding

Ra{g legal title to property as an instrumentality of the share-
ol ders.

The Commi ssioner also determned that the Appellant shoul d
be assessed the mininmum franchise tax for the taxable years ended
Decenber 31, 1940, and December 31, 1941. While the Appellant
has not conceded the validitv, of these assessnents, in-view of
%#e fact that the anounts involved are small, it is not contesting
em
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s cmy  amp  —

Pursuant to the views expressed in the opinion of the
Fﬁarﬂ on file in this proceeding, and good cause appearing
erefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED

. (a) that the action of Chas. J. McColgan, Franchise Tax
Comm ssioner, in overruling the protest of fhe Fish Machinery
Corporation to a proposed assessnent of additional corporation
i ncone tax in the amount of §2,155.89 for the taxable year ended
Decenber 31, 1939, pursuant to Chapter 765, Statutes of 1937,
as amended, be and the same is hereby reversed; said ruling
IS hereby set aside and the said Comm ssioner is hereby directed
to proceed in conformty with this order;

(b) that the action of the. said Conmissioner in overruling
the protests of said Corporation to proposed assessments of a
m ni num franchise tax for the taxable years ended December 31,

1940, and 1941, in the amount of $25.00 for each year be and the
sane i s hereby sustained.

Done at Sacranmento, California, this 20th day of February,
1947, by the State Board of Equalization

Wn G Bonelli, Chairnman
Geo. R Reilly, Menber

J. H guinn, mer
Jerrold L. Seawell, Menber
ATTEST: Dixwell L. Pierce, Secretary
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